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8§3-123-24 Authority to deviate from cost
principl es

§3-123-1

83-123-1 Applicability of cost principles. (a)
The cost principles and procedures contained in this
chapter shall be used to determne the allowability of
incurred costs for the purpose of reinbursing costs
under contract provisions which provide for the
rei nbursenent of costs.

(b) The cost principles and procedures set forth

in this chapter may be used as gui dance in:

(1) The establishnent of contract cost estimates
and prices under contracts awarded where the
award may not be based on adequate price
conpetition, as in subchapters 6, 7, and 9,
chapter 122;

(2) The establishnent of price adjustnents for
contract changes including contracts that
have been let on the basis of conpetitive
seal ed bidding or otherw se based on adequate
price conpetition;

(3) The pricing of term nation for convenience
settlenents; and

(4) Any other situation in which cost analysis is
used.

(c) These cost principles are not applicable to:

(1) The establishnent of prices under contracts
awar ded on the basis of conpetitive seal ed
bi ddi ng or based on adequate price
conpetition rather than the analysis of
i ndi vi dual, specific cost el enents, except
that this chapter does apply to the
establ i shment of adjustnents of price for
changes made to such contracts;

(2) Prices which are fixed by | aw or regul ati on;
and

(3) Prices which are based on established
cat al ogue prices or market prices pursuant to
section 3-122-145. [Eff DEC 15 1995 |
(Auth: HRS 88103D 202, 103D-601) (Inmp: HRS
8103D- 601)
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83-123-2 Allowable costs. (a) Any contract cost
proposed for estimting purposes or invoiced for cost-
rei mbur senment purposes shall be allowable to the extent
provided in the contract and, if inconsistent with
t hese cost principles, approved as a deviation under
section 3-123-24. The contract shall provide that the
total allowable cost of a contract is the sumof the
al l omabl e direct costs actually incurred in the

§3-123-3

performance of the contract in accordance with its
terms, plus the properly allocable portion of the
al l owabl e indirect costs, |less any applicable credits
such as discounts, rebates, and property di sposal
i ncone.
(b) Al costs shall be accounted for in
accordance wth generally accepted accounting
principles and in a manner that is consistent with the
contractor's usual accounting practices in charging
costs to its other activities. In pricing a proposal,
a contractor shall estimate costs in a manner
consistent wwth its cost accounting practices used in
accunul ati ng and reporting costs.
(c) The contract shall provide that costs shal
be allowed to the extent they are:
(1) Reasonable, as defined in section 3-123-3;
(2) Allocable, as defined in section 3-123-4;
(3) Lawful under any applicable | aw,
(4) Not unall owabl e under sections 3-123-5
t hrough 3-123-15 and sections 3-123-17
t hrough 3-123-20; and

(5 In the case of costs invoiced for
rei mbursenent, actually incurred or accrued
and accounted for in accordance with
general |y accepted accounting principles.
[ Ef f DEC 15 1995 ] (Auth: HRS 8§8103D 202,
103D-601) (Inmp: HRS 8§103D- 601)

83-123-3 Reasonable costs. A cost is reasonable
if, inits nature or anount, it does not exceed that
whi ch woul d be incurred by an ordinarily prudent person
in the conduct of a conpetitive business. In
determ ning the reasonabl eness of a given cost,
consi deration shall be given to:

123-3



(1) Requirenents inposed by the contract terns
and condi ti ons;

(2) \Wether the cost is of a type generally
recogni zed as ordinary and necessary for the
conduct of the contractor's business or the
performance of the contract;

(3) The restraints inherent in, and the
requi renents inposed by, such factors as
general |y accepted sound busi ness practices,
arnms' | ength bargaining, and federal and
state |l aws and regqgul ati ons;

(4) The action that a prudent business manager
woul d take under the circunstances, including

§3-123-3

general public policy and considering
responsibilities to the owners of the
busi ness, enpl oyees, custoners, and the
St at e;

(5) Significant deviations fromthe contractor's
establ i shed practices which may unjustifiably
i ncrease the contract costs; and

(6) Any other relevant circunstances.
[ Ef f DEC 15 1995 ] (Auth: HRS 8§8103D 202,
103D-601) (Inmp: HRS 8§103D- 601)

83-123-4 Allocable costs. (a) A cost is
allocable if it is assignable or chargeable to one or
nmore cost objectives in accordance with relative
benefits received and if it:

(1) Is incurred specifically for the contract;

(2) Benefits both the contract and ot her work,

and can be distributed to both in reasonable
proportion to the benefits received; or

(3) |Is necessary to the overall operation of the

busi ness, although a direct relationship to
any particular cost objective may not be
evi dent .

(b) Costs are allocable as direct or indirect
costs. Simlar costs such as those incurred for the
sane purpose, in like circunstances, shall be treated
consistently either as direct costs or indirect costs
except as provided by these rules. Wen a cost is
treated as a direct cost in respect to one cost
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objective, it and all simlar costs shall be treated as
a direct cost for all cost objectives. Further, al
costs simlar to those included in any indirect cost
pool shall be treated as indirect costs. Al
distributions to cost objectives froma cost pool shal
be on the sane basis.

(c) A direct cost is any cost which can be
identified specifically with a particular final cost
objective. A direct cost shall be allocated only to
its specific cost objective. To be allowable, a direct
cost nust be incurred in accordance with the terns of
the contract.

(d) An indirect cost is one identified with no
specific final cost objective or wwth nore than one
final cost objective. Indirect costs are those
remaining to be allocated to the several final cost
obj ectives after direct costs have been determ ned and
charged directly to the contract or other work as

8§3-123-4

appropriate. Any direct costs of mnor dollar anount
may be treated as indirect costs, provided that such
treatment produces substantially the sane results as
treating the cost as a direct cost.

(1) Indirect costs shall be accunulated into
| ogi cal cost groups with consideration of the
reasons for incurring the costs. Each group
shoul d be distributed to cost objectives
benefiting fromthe costs in the group. Each
i ndirect cost group shall be distributed to
the cost objectives substantially in
proportion to the benefits received by the
cost objectives. The nunber and conposition
of the groups and the nethod of distribution
shoul d not unduly conplicate indirect cost
al l ocation where substantially the sane
results could be achi eved through | ess
preci se net hods.

(2) The contractor's nethod of indirect cost
group distribution may require exam nation
when:

(A) Any substantial difference exists
bet ween the cost patterns of the work
performed under the contract and the
contractor's other work;
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(B) Any significant change occurs in the
nature of the business, the extent of
subcontracting, fixed asset inprovenent
prograns, inventories, the volune of
sal es and production, manufacturing
processes, the contractor's products, or
ot her rel evant circunstances; or

(© Indirect cost groups devel oped for a
contractor's primary |ocation are
applied to off-site locations. Separate
cost groups for costs allocable to off-
site locations may be necessary to
distribute the contractor's costs on the
basis of the benefits accruing to the
appropriate cost objectives.

(3) The base period for indirect cost allocation
is the one in which such costs are incurred
and accunul ated for distribution to work
performed in that period. Normally, the base
period is the contractor's fiscal year. A
different base period nay be appropriate
under unusual circunmstances. |In such cases,
an appropriate period should be agreed to in

83-123-4

advance. [Eff DEC 15 1995 ] (Auth: HRS
88103D 202, 103D-601) (Inmp: HRS 8103D 601)

83-123-5 Specific costs--advertising. (a)
Advertising costs are those incurred in using any
advertising nedia when the advertiser has control over
the formand content of what wll appear, the nedia in
which it will appear, or when it will appear.
Advertising nedia include newspapers, nmgazi nes, radio,
television, direct mail, trade papers, billboards,
wi ndow di spl ays, conventions, exhibits, free sanples,
and the like. Al advertising costs except those set
forth in subsection (b) are unal |l owabl e.

(b) The only allowable advertising costs are
t hose for:

(1) The recruitnment of personnel;

(2) The procurenent of scarce itens;

(3) The disposal of scrap or surplus material;

and
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(4) The listing of a business's nanme and | ocation
in a classified directory.
[ Ef f DEC 15 1995 ] (Auth: HRS 88103D 202,
103D-601) (Inmp: HRS 8§103D- 601)

83-123-6 Specific costs--bad debts. Bad debts
i nclude | osses arising fromuncollectible accounts and
ot her clains, such as dishonored checks, uncoll ected
enpl oyee advances, and related collection and | egal
costs. All bad debt costs are unal |l owabl e.
[ Ef f DEC 15 1995 ] (Auth: HRS 8§8103D- 202, 103D 601)
(I'nmp: HRS 8103D- 601)

83-123-7 Specific costs--contingencies. (a)
Conti ngency costs are contributions to a reserve
account for unforeseen costs. Such contingency costs
are unal | owabl e except as provided in subsection (b).

(b) For the purpose of establishing a contract
cost estimate or price in advance of performance of the
contract, recognition of uncertainties within a
reasonably antici pated range of costs may be required
and is not prohibited by this subsection. However,
where contract clauses are present which serve to
renmove risks fromthe contractor, there shall not be
included in the contract price a contingency factor for
such risks. Further, contributions to a reserve for

§3-123-8

self-insurance in lieu of, and not in excess of,

commercially available liability insurance prem uns are
al l owabl e as an indirect charge. [Eff DEC 15 1995 ]
(Auth: HRS 88103D- 202, 103D-601) (Inp: HRS 8103D 601)

83-123-8 Specific costs--depreciation and use
all owances. (a) Depreciation and use allowances, that
is, the allowance nmade for fully depreciated assets,
are allowabl e to conpensate contractors for the use of
bui | di ngs, capital inprovenents, and equi pnent or for
the provision of such facilities on a standby basis for
subsequent use when such facilities are tenporarily
i dl e because of suspensions or delays not caused by the
contractor, not reasonably foreseeable, and not
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ot herwi se avoi dabl e when the contract was awarded.
Depreciation is a nethod of allocating the acquisition
cost of an asset to periods of its useful life. Useful
life refers to the asset's period of econonc

useful ness in the particular contractor's operation as
di stinguished fromits physical life. Use allowances
provi de conpensation in |ieu of depreciation or other
equi val ent costs. Consequently, depreciation and use
al | omances may not be conbined to conpensate
contractors for the use of any one type of property.

(b) The conputation of depreciation or use
al | onances shall be based on acquisition costs. Wen
the acquisition costs are unknown, reasonable estinmates
may be used.

(c) Depreciation shall be conputed using any
general ly accepted nethod, provided that the nethod is
consistently applied and results in equitable charges
considering the use of the property. The straight-Iline
met hod of depreciation is preferred unless the
ci rcunst ances warrant sonme ot her nethod. However, the
State will accept any nethod which is accepted by the
| nt ernal Revenue Servi ce.

(d) In order to conpensate the contractor for use
of depreciated, contractor-owned property which has
been fully depreciated on the contractor's books and
records and which is being used in the perfornmance of
the contract, use allowances nay be all owed as a cost
of that contract. Use allowances are all owabl e,
provided that they are conputed in accordance with an
establi shed i ndustry or governnment schedul e or other
met hod nutually agreed upon by the parties. If a
schedul e is not used, factors to consider in
establishing the allowance are the original cost,

§3-123-8

remai ni ng estimted useful life, the reasonable fair
mar ket val ue, and the effect of any increased

mai nt enance or decreased efficiency.

[ Ef f DEC 15 1995 ] (Auth: HRS 88103D- 202, 103D 601)
(I'nmp: HRS 8103D- 601)

83-123-9 Specific costs--entertainnent. (a)
Entertai nnent costs include costs of amusenents, soci al
activities, and incidental costs relating thereto, such
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as neal s, beverages, |odging, transportation, and
gratuities. Entertainnment costs are unall owabl e.

(b) Nothing herein shall make unal |l owabl e a
| egiti mate expense for enpl oyee noral e, health,
wel fare, food service, or |odging costs; except that,
where a net profit is generated by such services, it
shall be treated as a credit as provided in section 3-
123-21. This section shall not make unal | owabl e costs
incurred for meetings or conferences, including, but
not limted to, costs of food, rental facilities, and
transportation where the primary purpose of incurring
such cost is the dissem nation of technical information
or the stinmulation of production.
[ Ef f DEC 15 1995 ] (Auth: HRS 88103D- 202, 103D 601)
(I'mp:  HRS 8103D- 601)

83-123-10 Specific costs--fines and penalties.
Fines and penalties include all costs incurred as the
result of violations of, or failure to conply wth,
federal, state, and local |aws and regul ations. Fines
and penalties are unall owable costs unless incurred as
a direct result of conpliance with specific provisions
of the contract or witten instructions of the
procurenent officer. [Eff DEC 15 1995 ] (Auth: HRS
8§8103D 202, 103D-601) (Inmp: HRS §103D 601)

8§3-123-11 Specific costs--qgifts, contributions,
and donations. A gift is property transferred to
anot her person w thout the person providing return
consi deration of equival ent value. Reasonable costs
for enpl oyee norale, health, welfare, food services, or
| odging are not gifts and are allowable. Contributions
and donations are property transferred to a nonprofit
institution which are not transferred in exchange for
supplies or services of equivalent fair nmarket val ue
rendered by a nonprofit institution. Gfts,

§3-123-13

contributions, and donations are unal |l owabl e.
[ Ef f DEC 15 1995 ] (Auth: HRS 88103D- 202, 103D 601)
(I'nmp: HRS 8103D- 601)
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83-123-12 Specific costs--interest expense. (a)
Interest is generally an unall owabl e cost for purposes
of determ ning the original contract price.
Conpensation for any interest expense incurred in
connection wwth work originally contenpl ated under the
contract will be deenmed to be included in the fee or
profit negotiated on the contract.

(b) Inputed interest on a contractor's
expenditures nade to pay all owable costs which are
all ocable to the performance of work required by change
orders, suspension of work, or other acts of the State
requiring additional work over and above that required
by the original contract, hereinafter called
"addi tional work", shall be an allowable cost. | nputed
interest is an allowable cost in relation to such
additional work in a negotiated settlenent, if one can
be agreed upon, or to the extent that it is determ ned
admnistratively or judicially that the State is |iable
for such additional work. Such inputed interest shal
be conmputed on expenditures fromthe date or dates on
whi ch the contractor nade expenditures for the
performance of such additional work until the date of
paynment therefor by the State. The rate of interest
shall be the prevailing prinme rate charged by banks in
this State as determ ned by the procurenent officer, at
the time or tines the contractor made such expenditures
for additional work. Inputed interest on the costs of
additional work shall not be allowable to the extent
that it is otherw se recovered as profit or fee.

[ Ef f DEC 15 1995 ] (Auth: HRS 88103D- 202, 103D 601)
(I'mp:  HRS 8103D 601)

83-123-13 Specific costs--losses incurred under
other contracts. A loss is the excess of costs over
i nconme earned under a particular contract. Losses may
i nclude both direct and indirect costs. A |oss
i ncurred under one contract may not be charged to any
ot her contract. [Eff DEC 15 1995 ] (Auth: HRS
88103D 202, 103D-601) (Inp: HRS 8103D 601)

§3-123-14

83-123-14 Specific costs--material costs. (a)
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Material costs are the costs of all supplies, including
raw materials, parts, and conponents (whether acquired
by purchase from an outside source or acquired by
transfer fromany division, subsidiary, or affiliate
under the common control of the contractor), which are
acquired in order to performthe contract. WMaterial
costs are all owable, subject to subsections (b) and
(c). In determning material costs, consideration
shal | be given to reasonabl e spoil age, reasonable
inventory | osses, and reasonabl e overages.

(b) WMaterial costs shall include adjustnents for
all avail abl e discounts, refunds, rebates, and
al | ownances which the contractor reasonably shoul d take
under the circunstances, and for credits for proceeds
the contractor received or reasonably should receive
fromsal vage and naterial returned to suppliers.

(c) Allowance for all materials transferred from
any division including the division performng the
contract, subsidiary, or affiliate under the conmon
control of the contractor, shall be nade on the basis
of costs incurred by the transferor, except the
transfer may be nmade at the established price provided
that the price of materials is not determned to be
unr easonabl e by the procurenent officer, the price is
not higher than the transferor's current sales price to
its nost favored custoner for a |like quantity under
simlar paynment and delivery conditions, and the price
i s established either:

(1) By the established catal ogue price; or

(2) By the lowest price obtained as a result of

conpetitive procurenents conducted with ot her
busi nesses that normally produce the itemin
simlar quantities. [Eff DEC 15 1995 ]
(Auth: HRS 88103D 202, 103D-601) (Inmp: HRS
8§103D- 601)

83-123-15 Specific costs--taxes. (a) Except as
l[imted in subsection (b), all allocable taxes which
the contractor is required to pay and which are paid
and accrued in accordance with generally accepted
accounting principles are all owabl e.

(b) The follow ng costs are unal |l owabl e:

(1) Federal, state, and |ocal incone taxes;

(2) Al taxes fromwhich the contractor could

have obtai ned an exenption, but failed to do
so, except where the admnistrative cost of

§3-123-17
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obt ai ning the exenpti on woul d have exceeded
the tax savings realized fromthe exenption;

(3) Any interest, fines, or penalties paid on

del i nquent taxes unless incurred at the
witten direction of the procurenment officer;
and

(4) Inconme tax accruals designed to account for

the tax effects of differences between
taxabl e i nconme and pretax incone as reflected
by the contractor's books of account and
financial statenents.

(c) Any refund of taxes which were allowed as a
direct cost under the contract shall be credited to the
contract. Any refund of taxes which were allowed as an
i ndirect cost under a contract shall be credited to the
i ndirect cost pool applicable to any contracts being
priced or costs being reinbursed during the period in
whi ch the refund i s nade.

(d) Direct governnment charges for services, such
as water, or capital inprovenents, such as sidewal ks,
are not considered taxes and all owabl e costs.

[ Ef f DEC 15 1995 ] (Auth: HRS 88103D- 202, 103D 601)
(I'nmp: HRS 8103D 601)

8§3-123-16 Costs requiring prior approval to be
allowable as direct costs. The costs described in
sections 3-122-17 through 3-122-20 are all owabl e as
direct costs to cost-rei nbursenent type contracts to
the extent that they have been approved in advance by
the procurenent officer. |In other situations, the
allowability of these costs shall be determned in
accordance with general standards set out in these cost
principles. [Eff DEC 15 1995 ] (Auth: HRS 88103D
202, 103D-601) (Inmp: HRS 8103D 601)

83-123-17 Pre-contract costs. Pre-contract costs
are those incurred in anticipation of, and prior to,
the effective date of the contract. Such costs are
al lowable to the extent that they woul d have been
allowable if incurred after the date of the contract;
provided that, in the case of a cost-reinbursenent type
contract, a special provision nust be inserted in the
contract setting forth the period of tinme and maxi mum
anmount of cost which will be covered as all owabl e pre-
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contract costs. [Eff DEC 15 1995 ] (Auth: HRS
88103D- 202, 103D-601) (Inp: HRS 8103D 601)

§3-123-18

83-123-18 Bid and proposal costs. Bid and
proposal costs are the costs incurred in preparing,
subm tting, and supporting bids and proposals.
Reasonabl e ordinary bid and proposal costs are
al l owabl e as indirect costs in accordance with these
cost principles. Bid and proposal costs are allowabl e
as direct costs only to the extent that they are
specifically permtted by a provision of the contract
or solicitation docunent. Were bid and proposal costs
are allowabl e as direct costs, to avoid double
accounting, the same bid and proposal costs shall not
be charged as indirect costs. [Eff DEC 15 1995 ]
(Auth: HRS 88103D 202, 103D-601) (Inmp: HRS 8103D 601)

83-123-19 Ilnsurance. (a) Odinary and necessary
i nsurance costs are normally allowable as in direct
costs. Direct insurance costs are the costs of
obtai ning insurance in connection with performance of
the contract or contributions to a reserve account for
t he purchase of self-insurance. Self-insurance
contributions are allowable only to the extent of the
cost to the contractor to obtain simlar insurance.

(b) Insurance costs nmay be approved as a direct
cost only if the insurance is specifically required for
t he performance of the contract.

(c)
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the State are unal lowable. [Eff DEC 15 1995 ]
(Auth: HRS 88103D- 202, 103D-601) (Inp: HRS 8103D 601)

83-123-21 Applicable credits. (a) Applicable
credits are receipts or price reductions which offset
or reduce expenditures allocable to contracts and

§3-122-23

direct or indirect costs. Exanples include purchase
di scounts, rebates, allowances, recoveries or
indemmification for |osses, sale of scrap and surplus
equi pnent and materials, adjustnents for overpaynents
or erroneous charges, and incone from enpl oyee
recreational or incidental services and foods sal es.

(b) Credits shall be applied to reduce rel ated
direct or indirect costs.

(c) The State shall be entitled to a cash refund
if the related expenditures have been paid to the
contractor under a cost-reinbursenment type contract.

[ Ef f DEC 15 1995 ] (Auth: HRS 88103D- 202, 103D 601)
(I'nmp:  HRS 8103D 601)

83-123-22 Advance agreenents. (a) Both the
State and the contractor should seek to avoid disputes
and litigation arising from potential problens by
providing in the terns of the solicitation and the
contract the treatnent to be accorded special or
unusual costs which are expected to be incurred.

(b) Advance agreenents may be negotiated either
before or after contract award, dependi ng upon when the
parties realize the cost may be incurred, but shall be
negoti ated before a significant portion of the cost
covered by the agreenent has been incurred. Advance
agreenents shall be in witing, executed by both
contracting parties, and incorporated in the contract.

(c) An advance agreenent shall not provide for
any treatment of costs inconsistent with these costs
princi ples unless a determ nation has been nmade
pursuant to section 3-122-24. [Eff DEC 15 1995 ]
(Auth: HRS 88103D 202, 103D-601) (Inmp: HRS 8103D 601)
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83-123-23 Use of federal cost principles. (a)
In dealing with contractors operating according to
federal cost principles, such as Federal Acquisition
Regul ations, 48 CF.R Part 31 (1993), the procurenent
officer, after notifying the contractor, may use the
federal cost principles as guidance in contract
negoti ati ons, subject to subsection (b).

(b) Al requirenents set forth in federa
assi stance instrunents applicable to contracts |let by
the State under a federal assistance program nust be
satisfied. Therefore, to the extent that the cost
princi ples which are specified in the assistance
instrunment conflict with these cost principles, the

§3-123-23

former shall control. [Eff DEC 15 1995 ] (Auth
HRS 88103D- 202, 103D-601) (Inp: HRS 8103D 601)

83-123-24 Authority to deviate from cost
principles. Wen the best interest of the State would
be served by a deviation, the procurenent officer my
deviate fromthe cost principles set forth in these
regul ations; provided that a witten determ nation
shal | be made by such officer specifying the reasons
for the deviation. A copy of the determ nation shal
be filed pronmptly with the chief procurenent officer
and the determ nation shall be effective only upon
approval by the chief procurenent officer and upon
incorporation into the contract. However, all costs
must be reasonable, |awful, allocable, and accounted
for in accordance with generally accepted accounting
principles to be reinbursed, and a deviation shall not
contravene this principle. [Eff DEC 15 1995 ]
(Auth: HRS 88103D 202, 103D-601) (Inmp: HRS 8103D 601)
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DEPARTMENT OF ACCOUNTI NG AND GENERAL SERVI CES

Chapter 3-123, Hawaii Adm nistrative Rules, on the
Summary Page dated Novenber 7, 1995, was adopted on
Novenber 7, 1995, follow ng a public hearing held on
Septenber 21, 1995 in Kail ua-Kona, Hawaii; Septenber
22, 1995 in Hilo, Hawaii; Septenber 26, 1995 in
Honol ul u, Hawaii; October 10, 1995 in Wil uku, Maui;
and on COctober 20, 1995 in Lihue, Kauai, after public
notice was given in the Hawaii Tribune-Herald, West
Hawai i Today, The Maui News, and The Garden Island on
August 21, 1995, and in The Honol ulu Advertiser on
August 22, 1995.

The adoption of chapter 3-123 shall take effect
ten days after filing with the Ofice of the Lieutenant
Gover nor.

Har uo Shi gezawa
Chai r per son
Procurenment Policy Board
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SamCallejo
State Conptroller

APPROVED:

Benjam n J. Cayetano
Gover nor
St ate of Hawai i

Dat ed:

APPROVED AS TO FORM

Deputy Attorney Ceneral

Fil ed
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